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Counsel  for  Community  Development,  Inc.  is  a  firm  specializing 
in  development  finance  and  economic  development  in  this  country  and 
overseas.  Since  1971,  we  have  been  actively  engaged  in  financing  urban 
and  regional  economic  development,  especially  for  local  development 
organizations,  and  designing  development  banks  to  support  those  activities 
at  the  federal,  state  and  local  level  in  North  America,  and  in  Europe  and 
Third  World  countries.  We  have  assisted  more  than  a  dozen  states  and 
provinces  in  North  America  and  a  number  of  overseas  governments  to  explore 
the  role  of  small  enterprise  in  the  development  process  and  to  design 
strategies  in  support  of  that  development. 

Members  of  the  project  staff  are: 

Belden  Daniels,  Project  Director 
Nancy  Barbe,  Project  Manager 
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I.  INTRODUCTION 

The  coincidence  of  three  factors  in  the  fall  of  1982  creates  a 
rare  and  important  "window  of  opportunity"  for  Montanans.  An  opportunity 

now  exists  to  consider  options  for  increasing  capital  availability  and  * 
investment  in  the  Montana  economy  in  ways  which  are  profitable  to  Montana 
businesses,  Montana  financial  institutions,  and  the  Montana  economy  as  a 
whole.  Several  factors  make  this  possible: 

•  Severance  tax  issues  between  Montana,  the  federal  government 
and  other  states  are  resolved  at  the  present  time. 

•  There  is  deep  concern  about  the  Montana  economy  among  many 
sectors  of  the  state. 

•  The  presence  of  the  1-95  initiative  proposing  increased 
in-state  investment  of  the  Montana  Permanent  Coal  Tax  Trust  has 
aroused  the  interest  and  concern  of  many  segments  of  the 
Montana  economy.  This  interest  and  concern  has  created  an 
opportunity  to  deal  with  the  larger  issues  of  organizing 
in-state  investment  and  importing  capital  into  the  Montana 
economy  in  ways  which  will  truly  effect  economic  development. 

As  we  have  recently  had  the  opportunity  to  listen  to  Montana 
business  people,  bankers,  local  development  organizations,  concerned 
citizens,  members  of  the  legislature  and  administration,  we  have  heard 
four  themes  emerge  around  four  potential  kinds  of  tools  to  increase  capital 
availability  and  investment  in  the  Montana  economy. 

®  First,  is  it  possible  to  increase  in-state  investment  of  public 
trust  funds  and  pension  funds  in  ways  that  increase  the  rate 
of  return  to  these  funds  without  compromising  constitutional 
provisions,  fiduciary  responsibilities,  the  prudent  investor  rule 
and  modern  portfolio  theory? 

•  In  addition  to  the  prudent  increase  of  in-state  investment 
of  public  institutional  funds,  is  it  possible  to  increase 
the  importation  of  capital  into  the  state  for  sound,  growing 
businesses  in  ways  that  also  strengthen  in-state  financial 
institutions? 
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•  Are  there  lessons  to  be  drawn  from  the  experiences  of  other 
states  which  would  suggest  that  the  Montana  Development  Credit 
Corporation  could  be  restructured  and  revitalized  with  private 
capital  and  private  management  in  ways  that  would  complement 
both  sound,  in-state  investment  and  increased  importation  of 
capital  into  the  state? 

•  Finally,  are  there  prudent  ways  in  which  private  venture 
capital  resources  could  be  more  easily  made  available  to 
young,  growing,  profitable  small  enterprise  in  Montana? 

In  this  memorandum  we  shall  consider  each  of  these  four  questions 
and  begin  to  share  the  experience  of  other  states  in  the  United  States 
with  regard  to  all  four  issues.  Before  proceeding  with  that  analysis, 
however,  it  is  important  to  establish  the  context  within  which  any 
economic  development  program  must  operate.  In  the  following  section  we 
will  examine  two  critical  factors  which  define  the  potential  for  economic 
development:  the  role  of  small  business  in  the  economy  and  the  role  of 

capital  in  the  development  process. 

II.  THE  CONTENT  FOR  ECONOMIC  DEVELOPMENT 

1 .  The  Role  of  Small  Business 

It  is  important  to  recognize  at  the  outset  that  new  and  expanding 
small  businesses  play  a  critical  and  insufficiently  recognized  role  in 
the  vitality  and  resilience  of  a  state's  economy.  Recent  studies  on  small 
business  have  described  several  characteristics  of  small  business. 

•  Small  businesses  are  key  to  the  job  creation  process. 
Approximately  50  percent  of  job  creation  can  be  traced  to  the  births  of 
new  establishments.  Firms  with  20  or  fewer  employees  generate  66  percent 
of  net  new  jobs  (Birch,  1979) . 

•  Small  businesses  are  profitable.  A  recent  study  of  the 


relationships  between  asset  size  and  profitability  for  manufacturing 
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firms  during  the  period  from  1958-1976  demonstrated  that  firms  with  less 
than  $1  million  in  assets  were  more  profitable  than  all  other  firms 
except  those  with  over  $1  billion  in  assets  (Daniels  and  Kieschnick, 

1979) . 

•  Small  businesses  are  the  main  source  of  innovation.  Studies 
confirm  that  small  firms  and  independent  investors  are  the  main  source 

of  innovation  and  that  they  innovate  more  efficiently  and  at  a  lower  cost 
than  larger  firms  (Smollen  and  Apple,  1978).  For  smaller,  technically 
based  firms,  innovation  plays  a  critical  role  in  the  economic  viability 
of  the  business  and  is  responsible  for  the  creation  of  new  products 
and  processes,  new  jobs,  and  new  markets.  In  general,  smaller  firms 
innovate  to  foster  external  development  and  growth  while  larger  firms 
innovate  to  improve  internal  efficiency,  cut  costs,  and  substitute  capital 
for  labor. 

•  Montana  can  benefit  greatly  from  all  of  these  characteristics 
because  small  businesses  are  a  very  significant  part  of  the  Montana  economy. 
Two  facts  bear  this  out.  First,  eighty-two  percent  of  all  Montana  business 
establishments  employ  ten  or  fewer  people;  ninety-nine  percent  employ 

100  or  fewer.  Second,  thirty  percent  of  total  employment  in  Montana  is 
found  in  businesses  with  ten  or  fewer  employees;  sixty-nine  percent 
is  in  businesses  with  100  or  fewer  (The  State  of  Small  Business,  1982). 

By  either  measure  Montana  has  the  largest  concentration  of  economic 
activity  in  small  business  of  any  of  the  fifty  states.  Thus,  small 
business  plays  a  critical  role  in  the  Montana  economy  and  will  be  an 
essential  component  of  any  economic  development  effort. 
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2*  The  Capital  Requirements  of  Small  Business 

Capital  is  only  one  of  many  requirements  in  the  development  of 
a  healthy  small  business  environment.  In  addressing  the  issue  of  capital 
it  is  important  to  recognize  that  businesses  have  different  capital  needs 
at  each  stage  of  development.  Equity  capital  is  required  for  start-up, 
new  product  development  and  as  a  base  for  major  expansion.  Long-term 
debt  capital  is  required  for  the  purchase  and  expansion  of  durable  assets — 
land,  plant  and  equipment.  Businesses  need  intermediate-term  debt  to 
pay  for  "software":  market  research,  advertising  and  personnel  expansion. 

Finally,  short-term  debt  is  required  to  ease  seasonal  fluctuations  in 
the  availability  of  working  capital. 

All  four  forms  of  capital  should  be  viewed  as  integral  parts 
of  the  continuum  of  business  financing  needs.  If  a  business  is  to 
thrive,  it  needs  access  to  each  type  of  capital  to  satisfy  its  varying 

operational  and  investment  needs.  The  absence  of  any  one  type  of  capital 

/ 

can  put  undue  strains  on  the  available  sources  of  capital  and  thereafter 
the  firm's  viability. 

Other  factors  internal  and  external  to  a  business  will  affect 
the  types  and  amounts  of  capital  it  needs: 

•  business  size,  because  it  often  determines  which  capital 
sources  are  accessible  and  affects  the  type  of  capital 
available ; 

•  industry  characteristics--market  trends,  technology,  and 
competition — are  important  determinants  of  capital  needs; 

•  where  business  is  tied  to  a  local  market,  trends  in  local 
population,  employment  and  income  will  influence  capital  needs. 
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3 .  The  Role  of  Capital  in  the  Development  Process 

How  and  where  capital  is  allocated  is  critical  to  economic 
development.  The  Capital  allocation  process  involves  the  flow  of  funds 
from  the  suppliers  of  capital  to  the  demanders  of  capital  through  financial 
intermediaries.  This  process  must  be  viewed  in  the  following  context. 

•  First ,  it  should  be  noted  that  statewide  capital  markets  are 
not  self-contained.  Suppliers  and  demanders  interact  in  national  and 
international  markets.  Capital  allocation  is  not  a  self-contained  local 
or  even  regional  process.  Put  simply,  capital  can  come  from  anywhere  and 
it  can  go  anywhere.  Capital  is  increasingly  mobile,  the  suppliers  of 
capital  are  increasingly  diverse,  and  the  demanders  of  capital  are 
increasingly  competitive.  The  capital  allocation  process  must  be  under¬ 
stood  within  this  context. 

•  Second,  the  importance  of  capital  in  the  development  process 

is  often  overstated  and  misunderstood.  Successful  development  hinges  on  a 
number  of  conditions:  a  favorable  market;  access  to  the  key  factors 
of  production — land,  labor  and  capital;  and  managerial  and  organizational 
capacity  to  produce  for  that  market.  Capital  is  a  necessary,  but  in¬ 
sufficient,  ingredient  in  the  economic  development  process.  It  cannot 
make  up  for  the  lack  of  markets  or  management  or  overcome  the  high  costs 
of  land  or  labor.  The  availability  and  affordability  of  all  the  factors 
of  production  are  crucial  to  any  business's  development.  The  relative 
importance  of  any  one  factor  depends  on  the  relative  proportion  of  business 
costs  accounted  for  by  that  factor.  While  capital  is  important  to  the 
development  process,  we  must  keep  its  role  in  proper  perspective. 
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•  Third,  when  capital  becomes  a  critical  factor,  it  is  usually 
tjTe  availability  of  capital  and  not  its  cost  which  is  important. 

Capital  costs  are  relatively  constant  across  regions  and  are  an  in¬ 
significant  part  of  the  total  costs  of  doing  business.  Differences  in 
capital  costs  are  important  to  the  private  sector  only  when  geographic 
differences  in  markets  and  production  costs  are  small.  However,  many 
firms  never  get  to  consider  the  issue  of  cost  because  they  have  no 
access  to  capital  at  any  cost. 

•  Finally,  although  access  to  capital  is  a  primary  problem 
faced  by  smaller  firms,  the  current  high  interest  rates  are  an  equally 

important  problem  for  small  businesses.  Smaller  firms  generally 
operate  on  a  smaller  profit  margin  and  thus  high  interest  rates  have  a 
greater  impact  on  them. 

For  the  small  firm  which  is  poorly  managed,  cannot  capture  market 
share,  or  suffers  from  extremely  high  production  factor  costs,  access  to 
capital  at  any  price  will  have  little  effect  on  its  more  basic  problems. 

In  Montana,  like  anyplace  else,  what  is  often  viewed  as  a  problem  with 
the  cost  of  bank  loans  or  with  access  to  any  capital  by  small  businesses 
may  be  a  problem  with  the  market  for  a  good  or  service  or  with  the 
management  of  an  enterprise.  This  is  particularly  the  issue  with  many 
very  small  or  "micro"  businesses  which  do  not  have  the  managerial  skills 
necessary  to  generate  the  type  of  information  which  banks  require  in  the 
lending  process.  Thus,  the  ultimate  question  which  must  be  asked  in 
any  economic  development  program  designed  to  increase  capital  availability 
in  a  state  economy  is  the  following:  Do  potentially  profitable  and  well- 
managed  small  businesses  have  access  to  the  right  kind  of  capital,  at  the 


right  time  and  at  the  right  cost? 
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III .  BASIC  GUIDELINES  FOR  INCREASING  INVESTMENT 
IN  THE  MONTANA  ECONOMY 

As  we  noted  at  the  beginning  of  this  memorandum,  the  presence  of 
the  1-95  initiative  proposing  increased  in-state  investment  of  the 
Montana  Permanent  Coal  Tax  Trust  has  aroused  the  interest  and  concern  of 
many  segments  of  the  Montana  economy.  Before  proceeding  to  a  discussion 
of  emerging  strategies  for  increasing  capital  availability  in  Montana, 
we  would  like  to  suggest  nine  basic  guidelines  which  should  be  used  in 
considering  any  of  these  approaches. 

1.  The  issue  raised  by  1-95  is  that  of  increasing  overall 
capital  availability  for  investment  in  Montana. 

The  1-95  initiative  seems  to  express  concerns  by  the  people 

of  Montana  about  investment  in  Montana  and  the  growth  of  Montana  which 

are  beyond  the  capability  of  the  1-95  initiative  itself  to  address. 

The  underlying  issue  raised  by  1-95  appears  to  be  that  of  increasing  both 

in-state  and  out-of-state  investment  in  Montana  in  ways  that  contribute 

to  the  development  of  new  and  existing  Montana  enterprise,  that 

strengthen  local  economies  and  local  financial  institutions  in  Montana, 

and  that  increase  the  growth  and  development  of  the  overall  economy  of 

the  state  of  Montana.  In  the  process,  there  should  also  be  increasing 

revenues  from  taxes  derived  from  these  increased  investments  to  the  state 

of  Montana. 

For  this  reason,  we  have  gone  beyond  simply  exploring  the  potential 
opportunities  for  increasing  in-state  investment  through  the  Permanent 
Coal  Tax  Trust  to  a  more  thorough  exploration  of  all  four  of  the  strategies 
which  we  have  heard  discussed  in  our  meetings  in  Montana  over  the  past 


weeks . 
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2 *  These  initiatives  should  be  seen  as  modest  first  steps. 

Even  if  1-95  is  passed  in  November  and  even  if  the  legislature 
implements  it  with  its  full  potential  for  stimulating  the  economy  of 
Montana,  it  is  important  that  both  the  originators  of  the  referendum 
and  the  supporters  of  the  referendum  understand  the  limits  of  the  initia- 
tive.  Montana  operates  in  a  national  and  worldwide  economy  and  in  a 
national  and  worldwide  capital  market;  it  is  only  one  of  fifty  states  in 
our  federal  system.  Worldwide  market  forces  and  federal  macroeconomic 
fiscal  and  monetary  policy  will  constrain  considerably  the  ability  of 
Montana  to  effect  its  own  future.  Economist  Lester  Thurow,  a  Montanan 
and  the  author  of  Zero  Sum  Society,  has  suggested  that  state  governments, 
at  the  most,  are  capable  of  effecting  only  10  percent  of  their  overall 
economic  activity.  Even  if  this  may  be  a  somewhat  conservative  estimate, 
certainly  most  would  agree  that  the  ability  of  states  to  effect  overall 
economic  activity  is  limited. 

Limited,  however,  does  not  mean  insignificant.  It  is  possible 
for  states  to  concentrate  their  resources,  understand  their  comparative 
economic  advantages,  and  analyze  their  ability  to  tax,  spend  and  regulate 
in  ways  that  encourage  maximum  economic  development  of  the  economy. 

Such  a  concerted  effort  in  Montana  could  in  time  contribute  to  a 
significant  reduction  in  unemployment  and  create  new  jobs.  Thurow' s 
conservative  estimate  would  suggest  at  least  a  1  percent  drop  in  un¬ 
employment  and  5,000  new  jobs.  By  way  of  example,  five  years  ago 
unemployment  in  Massachusetts  was  running  roughly  2  percent  to  3  percent 
above  the  overall  unemployment  level  of  the  United  States.  Today 
Massachusetts  unemployment  tends  to  run  2  percent  to  3  percent  below 
national  unemployment.  This  change  has  been  significantly  effected  by 
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the  willingness  of  the  state  to  organize  its  own  resources  in  a  concen¬ 
trated  way  and  to  make  an  impact  at  the  margin  on  the  comparative 
economic  advantage  of  Massachusetts. 

3 .  All  constituencies  affected  by  1-95  must  be  involved 
in  the  negotiation  of  the  response  to  1-95  and  to  the 
implementation  of  that  response. 

It  is  essential  that  borrowers,  users,  bankers,  other  members 
of  the  financial  market  in  Montana,  the  Montana  Investment  Board,  local 
development  corporations,  representatives  of  local  communities,  and  all 
critical  interests  in  Montana  join  with  both  the  executive  and  the 
legislature  in  the  design  and  implementation,  and  in  the  benefit  of 
the  response  to  the  1-95  initiative.  In  every  other  instance  in  which 
we  have  been  involved  in  successful  development  finance  efforts — in 
such  states  as  Alaska,  Colorado,  Nevada,  Massachusetts  and  Maine,  to 
name  a  few — both  users  and  the  financial  community  have  been  involved 
in  the  design,  implementation  and  benefit  from  the  development  of  such 
a  system.  National  experience  indicates  that  in-state  investment  policies 
can  be  designed  to  benefit  local  communities,  local  businesses  and  the 
in-state  investment  and  banking  community. 

4 .  All  models  that  we  suggest  in  this  memorandum  are 

proven  elsewhere. 

Just  as  Montana  borrowed  from  the  Wisconsin  Investment  Board 
and  the  Minnesota  Investment  Board  to  create  the  highly  innovative 
unified  Montana  Investment  Board  and  just  as  Montana  borrowed  from 
other  severance  tax  experiences  in  developing  the  Montana  coal  severance 
tax,  there  is  no  reason  for  Montana  to  reinvent  the  wheel  in  developing 
the  best  models  for  responding  to  the  1-95  initiative.  There  are  successful 
and  unsuccessful  experiences  in  other  state  jurisdictions  in  the  United  States 
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Which  Montana  can  USe  in  order  to  implement  the  I-95  initiative  in  the 
■nost  effective,  sound,  proven  and  profitable  way. 


5. 


Ihere  are  no  subsidies  involved  in  any  of 
four  strategies.  - - - — 


Our  twenty-year  experience  in  the  field  suggests  that  interest 

subsidies  paid  by  the  state  are  nothing  but  a  political  gift  to  the 

individual  or  institution  receiving  the  subsidy.  They  are  never  large 

enough  to  change  an  investment  decision,  although  we  have  never  yet  seen 
one  turned  down. 

Through  the  use  of  federal  tax  exemptions  and  bonding  techniques 
which  produce  AA  ratings,  the  four  capital  availability  strategies  we 
propose  are  capable  of  lowering  the  cost  of  capital  for  smaller  Montana 
enterprises  to  that  cost  paid  by  larger  out-of-state  and  multinational 
concerns.  Most  important,  through  these  strategies  and  mechanisms  we 
can  change  the  terms  of  the  length  and  nature  of  the  maturity  of  the  loan 

S°  ^  of  capital  for  smaller  in-state  Montana  firms 

is  again  comparable  to  that  of  larger  firms  with  access  to  national  and 
international  public  capital  markets  and  large  institutional  investors. 

6‘  -N°ne  of  these  Strategies  contemplate  the  creation  of 
a_state-owned  bank  surtT  as  the  Bank  of  North  pitotiT 

in  fact,  the  first  three  strategies  involve  in-state  financial 

institutions  in  the  design  and  implementation  of  the  strategy,  and  all 

loans  are  originated  by  local,  in-state  lenders  or  investors.  Local  banke: 

maintain  the  direct  deposit  relationship,  receive  a  fee  for  originating, 

packaging  and  servicing  the  loan,  and  keep  the  shorter  maturities 

While  selling  off  the  longer-term  and  larger  portion  of  the  maturity 

to  a  secondary  market  of  either  in-state  investors  or  imported  capital. 
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In  the  fourth  strategy,  increasing  venture  capital,  some  of  the 
origination  might  come  from  private  venture-capitalists  outside  of  the 
state  to  benefit  in-state  investment. 

7 .  These  strategies  only  contemplate  investment  in  sound, 
growing,  profitable  Montana  enterprise. 

In  our  twenty-year  experience,  never  once  have  we  seen  a  case 
in  which  good  money  ever  made  a  bad  deal  good.  As  venture  capitalists 
like  to  say,  "you  cannot  push  string  up  a  wall."  If  there  is  not  an 
adequate  market,  if  there  is  not  good  management,  if  there  is  not  the 
ability  to  produce  all  the  supply  factors  at  a  cheaper  rate  than  one 
can  sell  the  product  for,  it  is  not  a  sound  deal.  The  issue  is  not 
subsidizing  cost,  the  issue  is  providing  capital  to  sound,  smaller 
Montana  firms  on  the  same  cost  and  terms  as  is  available  to  larger, 
outside  firms. 

8.  In  considering  these  options,  we  should  be  careful  about 
the  use  of  terns. 

All  capital  is  not  the  same.  As  we  consider  the  four  strategies, 
we  should  be  careful  to  distinguish  between  four  types  of  capital: 

•  First,  investment  capital:  Investment  capital  of  public 
trust  funds  and  public  pension  funds  must  meet  certain 
specific  constitutional  standards,  the  prudent  investor 
rule,  modern  portfolio  theory  and  accepted  standards  of 
fiduciary  responsibility.  A  number  of  the  best  managed 
state  severance  tax  trust  funds  and  pension  funds  have 
demonstrated  that  it  is  possible  to  meet  these  high  invest¬ 
ment  standards,  increase  rates  of  return  and  increase  in¬ 
state  investment  up  to  a  prudent  level  as  part  of  an 
overall  balanced  portfolio. 
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•  Second,  development  finance:  Development  finance  is  a  rela¬ 
tively  newer  term  of  art  which  means  that  a  partnership  of 
private  and  public  interests  have  created  an  independent 
development  finance  institution  to  manage  the  importation 
and  targeting  of  capital  in  ways  that  are  market-sensitive, 
and  on  terms  which  are  more  attractive  and  favorable  both 

to  local  borrowers  and  local  financial  institutions.  Again, 
a  host  of  proven  development  finance  authority  models  exist 
in  such  jurisdictions  as  Alaska,  Colorado,  Connecticut, 
Massachusetts  and  Maine. 

•  Third,  risk  capital:  Risk  capital  is  also  a  relatively  new 
term  of  art  describing  longer-term  junior  debt  which 

is  "near  equity"  but  does  not  represent  the  high  level  of 
risk  of  equity  to  either  the  investors  in  the  intermediary 
or  the  intermediary  itself  such  as  that  taken  by  private 
venture  capitalists.  One  form  in  which  risk  capital  can 
be  organized  is  through  a  privately  capitalized  and  privately 
managed  financial  intermediary  usually  created 
under  public  charter.  Again,  a  broad  range  of  models  have 
been  developed  recently  from  coast  to  coast,  some  of  which 
are  referred  to  as  development  credit  corporations  or  business 
development  corporations.  Some  of  these  models  represent 
excellent  experience  and  performance  and  others  represent 
failure.  It  is  important  that  Montanans  be  aware  of  both 
bodies  of  experience, and  how  to  design  or  restructure  a 
Montana  risk  capital  institution  which  would  be  based  on 


successful  performance. 
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•  Finally ,  venture  capital:  Private  venture  capital  represents 
not  only  the  highest  form  of  risk  taking  of  any  of  the  four 
forms  of  capital  that  we  have  described,  but  it  is  one  of 
the  youngest  forms  of  capital  to  have  been  institutionalized 
in  the  private  market.  It  has,  therefore,  not  yet  widely 
diffused  beyond  a  small  number  of  major  money  centers  in 
the  United  States.  One  of  the  fundamental  issues  for 
Montanans  is  how  to  attract  such  private  venture  capital  into 
Montana  on  terms  that  are  both  attractive  for  the  private 
venture  capitalist  and  good  for  the  economy. 

9.  Beyond  1-95,  there  is  the  need  for  a  more  careful  analysis 
of  the  nature  and  structure  of  the  Montana  economy  and 
in-state  capital  markets. 

We  feel  fortunate  to  have  had  the  opportunity  to  conduct 
extensive  in-depth  studies  of  the  economies  and  capital  markets  of  such 
neighboring  or  nearby  Western  states  and  provinces  as  Colorado,  Utah, 
Arizona,  New  Mexico,  Nevada,  Alaska,  and  Alberta  over  the  past  several 
years.  These  economic  and  financial  analyses  have  provided  the  factual 
basis  for  many  of  the  financial  innovations  recently  created  in  these 
jurisdictions.  Based  on  these  studies  and  after  careful  consideration, 
we  think  it  is  not  unwise  for  us  to  suggest  that  Montana  also  is  quite 
likely  to  be  a  young,  growing  economy  whose  capital  requirements  outstrip 
the  current  capacity  of  in-state  financial  institutions  to  meet  the 
full  capital  needs  at  an  appropriate  cost  and  term.  However,  as 
outside  professionals,  we  are  careful  to  note  that  we  ourselves  have 
not  had  the  opportunity  to  perform  such  a  similar  in-depth  analysis  of 
the  Montana  economy  by  size,  sector,  and  sub-state  region.  Nor  have 
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we  yet  undertaken  a  similar  careful  analysis  of  all  in-state  financial 
intermediaries  in  comparison  to  their  cohorts  in  other  Western  states 
and  in  the  United  States. 

""  u1(,i  as  ru/Uiez  <-oij  a  laex  at  ion  is  given  ro 

♦he  possibility  of  importing  some  of  these  models  into  Montana,  it 
would  be  wise  to  conduct  such  a  careful  in-depth  analysis  of  the  nature 
and  structure  of  the  economy  and  capital  market. 

Therefore,  as  we  report  on  successful  models  and  strategies 
which  have  fit  the  particular  genius  of  other  political  jurisdictions 
within  the  United  States,  we  want  to  be  careful  to  note  that  we  are 
only  sharing  this  outside  experience  with  Montanans.  To  date,  we  are 
simply  responding  to  the  common  sense  of  a  broad  range  of  Montanans 
from  different  sectors  and  constituencies  with  regard  to  the  possible 

appropriateness  of  these  models  to  fit  the  particular  political  economy 
of  Montana. 


IV.  FOUR  POSSIBLE  STRATEGIES  FOR  THE  PRUDENT 

IMPLEMENTATION  OF  1-95 


We  will  now  turn  to  a  discussion  of  answers  to  the  four  question 


posed  at  the  beginning  of  this  memorandum.  Briefly,  those  questions  are 

1.  Is  it  possible  to  increase  the  rate  of  return  and  increase 
in— state  investment  of  Montana's  public  trust  funds  or 
public  pension  funds? 

2.  Is  it  possible  to  import  capital  through  the  creation  of 
an  independent  state  development  finance  authority? 

3.  Can  Montana  borrow  from  successful  experience  in  recreating 
a  vital  Montana  development  credit  corporation? 

4.  Are  there  prudent  options  for  increasing  the  attraction  of 
private  venture  capital  into  Montana? 
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These  four  questions  emerged  out  of  our  discussions  with  a 
broad  range  of  groups  in  Montana  over  the  past  weeks.  We  consider  each 
in  turn. 

1.  Increasing  the  Rate  of  Return  and  Increasing 

In-State  Investment  Through  Public  Institutional 
Fund  Investments 

The  Unified  Montana  Investment  Board  is  a  key  innovation  which 
brings  together  all  state  and  local  short-term  and  long-term  investment 
requirements  of  the  state  of  Montana.  This  remarkable  innovation  provides 
tremendous  opportunities  for  the  state,  both  in  terms  of  increasing  its 
rate  of  return  and  increasing  in-state  investment — an  innovation  which 
many  other  states  ought  to  adopt,  based  on  the  Montana  model. 

It  is  also  important  to  understand  the  limits  of  1-95  as  it 
affects  the  Montana  Investment  Board.  1-95  calls  for  only  25  percent 
of  new  investment  in  simply  one  aspect  of  the  Unified  Montana  Investment 
Board,  that  is  the  Permanent  Coal  Tax  Trust.  If  we  adopt  the  figures 
developed  by  Montana  First,  within  five  or  six  years  the  total  percentage 
of  the  Montana  Coal  Tax  Trust  invested  in  in-state  investment  would 
only  be  approximately  12-13  percent.  Most  important,  if  one  projects 
the  total  income  of  $1.2  billion  of  the  Montana  Unified  Investment  Fund 
over  the  next  five  or  six  years,  the  total  in-state  investment  created 

by  1-95  is  probably  on  the  order  of  6-7  percent.  These  figures  should 

r 

be  weighed  in  light  of  the  fact  that  a  number  of  states,  in  order  to 
increase  their  rate  of  return  and  increase  their  in-state  investment, 
have  tended  to  move  toward  in-state  figures  approaching  20  percent 
of  their  total  corpus.  In  Montana  that  would  be  $240,000,000  of  the 
$1.2  billion  now  invested  by  the  Montana  Investment  Board. 
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A  number  of  states  have  developed  formulas  for  in-state  invest¬ 
ment  which  approach  this  20  percent  figure  in  ways  which  increase  rates 
of  return  to  the  portfolio  and  which  do  not  violate  standards  for  world- 
class  institutional  investors.  Colorado,  for  instance,  has  an  active 
program  in  which  in-state  commercial,  industrial  and  residential  mortgages 
originated  by  Colorado  S&Ls  are  packaged  and  sold  to  the  Public 
Employees'  Retirement  Association  of  Colorado  (PERA) .  PERA's  holdings 
of  these  in-state  mortgages  is  now  approaching  20  percent.  Because  public 
employee  retirement  systems  are  themselves  tax-exempt,  they  have  no 
need  for  the  tax-exempt  bonds  issued  by  state  housing  finance  authori¬ 
ties.  But  all  well-managed  state  pension  funds  and  permanent  funds 
should  have  high  interest  in  relatively  low-risk/high-return  taxable 
packages  such  as  that  of  Colorado's  PERA.  PERA  now  has  some  $137  million 
invested  in  securities  representing  single-family  home  mortgages. 

These  residential  investments  have  taken  various  forms — including 
mortgage-backed  bonds,  pass-throughs  and  collateralizations.  Some  of 
these  pay  variable  rates  with  equity  features.  PERA  is  currently  planning 
to  make  a  forward  commitment  of  $25  million  for  the  purchase  of  mortgage- 
backed  conduit  pass-through  securities. 

Several  other  states,  including  New  York  and  North  Carolina, 
have  been  active  in  packaging  in-state  residential  mortgages  from 
many  lenders  and  placing  them  with  their  own  public  employee  pension 
fund.  In  the  case  of  New  York,  the  pension  fund  is  the  direct  placement 
purchaser  of  three  separate  pass-through  certificates  totalling  $85  million. 
The  securities  were  issued  by  a  commercial  bank,  a  thrift,  and  a  group 
of  savings  institutions.  As  a  variation,  the  North  Carolina  pension  fund 
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recently  purchased  $50  million  of  "conduit  pass-through  bonds,"  which 
represent  residential  mortgages  originated  by  multiple  lenders  throughout 
the  state.  Because  of  the  North  Carolina  pension  fund's  requirement  that 
all  investments  be  made  in  rated  corporate  debt  securities,  the  state 
set  up  a  special  purpose  corporation  organized  and  managed  by  the  state's 
banks  and  thrifts  to  issue  the  bonds,  which  received  an  AA  rating  from 
Standard  and  Poor's  Corporation. 

In  another  variation,  the  Connecticut  State  Employees  Pension 
Fund  committed  to  purchase  $40  million  of  conduit  pass-through  securi¬ 
ties  originated  by  the  state's  lending  institutions  and  packaged  by  its 
largest  savings  and  loan.  This  forward  commitment  enables  the  Fund 
to  establish  conditions  which  mortgages  must  meet  to  qualify  for  purchase. 

v 

Beyond  merely  describing  length  and  loan-to-value  ratios,  it  has 
influenced  targeting  of  mortgages  by  expressing  a  preference  to  purchase 
mortgages  of  homeowners  who  are  also  Pension  Fund  participants. 

It  is  important  to  note  that  these  in-state  pass-throughs  are 
not  federally  backed  by  FNMA  or  GNMA.  They  not  only  stimulate  local 
construction,  business  and  local  and  state  economies,  they  originate 
with  and  utilize  the  in-state  banking  system. 

In  addition  to  extensive  in-state  investment  in  commercial, 
industrial  and  home  mortgages,  the  states  of  New  Mexico  and  Alaska  are 

providing  long-term  certificates  of  deposit  to  in-state  banks  which  reach  out  as  far  as 

eight  years.  The  long-term  nature  of  these  CDs  is  critical:  numerous 

studies  have  shown  that  short-term  public  fund  deposits  are  typically 

arbitrated  in  national  markets,  and  thus  export  local  capital  out  of  the 

state,  rather  than  retaining  it  for  in-state  investment. 
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Long-term  CDs,  if  properly  structured,  deal  with  the  problem  of 
availability  of  capital  for  local  financial  institutions,  and  are  more 
likely  to  be  tied  to  in-state  investment.  Most  local  financial  institu¬ 
tions  do  not  have  access  to  long-term  certificates  of  deposit  and  do  not 
have  access  to  long-term  capital  at  any  price.  Such  long-term  CDs, 
which  are  compatible  with  the  long-term  nature  of  public  trust  funds  and 
pension  funds,  can  expand  the  availability  of  capital  to  local  financial 
institutions  in  ways  that  do  not  tie  the  risks  of  the  loan  to  the 
decision  by  the  pension  or  permanent  fund  to  invest  in  the  in-state  bank. 

The  terms  and  rates  (with  an  appropriate  spread  for  the  bank)  are  tied, 
but  not  the  risk. 

Finally,  the  most  advanced  private  and  public  pension  funds  are 
substantially  increasing  their  investment  as  limited  partners  in  private  proven  venture 
capital  general  partnerships.  During  1981  there  was  a  100  percent  in¬ 
crease  in  the  availability  of  venture  capital  in  the  United  States, 
largely  because  of  the  investment  of  private  pension  funds  and  institu¬ 
tional  investors  in  venture  capital  private  partnerships.  Yet  the  areas 
in  which  that  100  percent  increase  of  assets  in  venture  capital  private 
partnerships  were  invested  were  highly  concentrated  geographically. 

Twenty-nine  percent  of  the  funds  were  located  in  California,  35  percent 
of  the  funds  were  located  in  New  England,  and  only  4  percent  were 
located  in  the  entire  Rocky  Mountain  area  from  the  Dakotas  and  Idaho 
down  to  New  Mexico  and  Arizona.  Part  of  the  limitation  is  due  to  the 
extraordinary  geographical  concentration  of  the  venture  capital  industry. 

Historically,  the  venture  capital  industry  has  been  unwilling  to  move 


very  far  beyond  its  home  (usually  not  more  than  a  day's  drive  back  and 


i 


Options  for  the 

Montana  Economy  page  19 

forth  from  an  investment) .  But  an  equally  important  constraint  may 
be  the  lack  of  demand.  As  we  noted  earlier,  we  do  not  yet  have  a 
precise  analysis  of  the  Montana  economy  and  capital  markets. 

A  key  issue  for  Montana  may  be  how  to  encourage  the  development 
of  venture  capital  in  Montana  on  a  sound  basis.  Montana  has  no  organized 
venture  capital  at  the  present  time.  It  does  have  friends  and 
neighbors  who  are  prepared  to  invest  on  the  basis  of  personal  knowledge 
of  individuals,  but  this  network  is  much  smaller  and  less  capable  of 
steadily  filling  the  need  of  growing  small  business  than  the  organized 
venture  capital  industries  of  Boston,  New  York,  Texas,  and  California. 

Typically  public  institutional  funds  have  invested  a  very  small 
percentage  of  their  assets  in  venture  capital,  usually  between  2  and  5  percent. 
Montana  might  choose  to  invest  a  very  small  percentage  (even  1  percent) 
in  a  number  of  private  venture  capital  general  partnerships  which  have 
proven  themselves  in  the  marketplace  over  the  last  five  years  in 
terms  of  rate  of  return.  And  when  investing  in  several,  Montana  should 
invest  in  ones  in  which  numbers  of  other  proven  institutional  investors 
are  also  limited  partners. 

Thus,  as  in  each  of  the  models  we  have  outlined,  there  are 
well-established  professional  standards  for  public  trust  fund  or  pension 
fund  investment  in  private  venture  capital.  These  include  mechanisms 
for  insuring  that  at  least  a  prudent  portion  of  these  funds  are  invested 
in-state.  None  of  the  standards  include  direct  investment  by  the  trust 
fund  in  venture  deals. 

It  is  important  to  note  that  none  of  what  we  have  proposed  in 
terms  of  in-state  commercial,  industrial  and  housing  finance,  longer- 
term  in-state  certificates  of  deposit  and  venture  capital  limited 
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partnerships  is  at  all  extraordinary.  it  simply  summarizes  the  current 
state  of  the  art  as  developed  by  other  private  and  public  institutional 
investors,  comparable  to  the  world-class,  $1.2  billion  Montana  Unified 
Investment  Board.  None  of  these  proposed  investment  options  violates 
the  constitution,  the  prudent  investor  rule,  fiduciary  responsibility, 
modern  portfolio  theory,  or  the  proper  reconciliation  of  return  and  risk. 
Finally,  we  reiterate  that  none  of  these  proven  in-state  investment 
techniques  involve  the  public  trusts  or  pension  fund  in  direct  lending 
or  investments.  The  funds  act  as  prudent  secondary  markets  for  the 
private  placement  of  loans  or  investments  originated  and  serviced  by 
in-state  banks,  thrift  institutions,  credit  unions  or  venture  capitalists. 

2 .  Importing  Capital  Through  the  Creation  of  an 

Independent  State  Development  Finance  Authority 

The  Unified  Montana  Investment  Board  is  the  single  largest 
institutional  investor  in  Montana.  Even  if  the  Board  goes  beyond  1-95 
and  invests  a  larger  percentage  of  its  total  unified  resources  in  a 
profitable,  sound,  fiduciarily  responsible  way  within  the  state,  the 
total  maximization  of  its  investment  potential  in  Montana  is  probably 
insufficient  to  deal  with  all  the  needs  of  a  capital-shy,  growing 
western  state  such  as  Montana. 

It  is  for  this  reason  that  discussion  has  begun  to  surface 
in  Montana  concerning  the  possible  creation  of  a  state  development 
authority  which  would  be  capable  of  importing  capital  from  national 
capital  markets  into  Montana  to  complement  the  in-state  investment  by 

\ 

the  Montana  Unified  Investment  Board. 

To  provide  an  example,  in  1978,  five  years  ago,  the  Alaska  Permanent 
Fund  was  created  by  the  Alaska  legislature  in  response  to  a  constitutional 


Options  for  the 
Montana  Economy 


page  21 


amendment  not  dissimilar  to  that  which  created  the  Montana  Unified  Invest¬ 
ment  Board.  Since  1978,  in  four  years,  that  fund  has  grown  to  about 
$4.2  billion.  Simultaneously,  we  helped  to  create  the  Alaska  Industrial 
Development  Authority  for  commercial  and  industrial  investment  and  to 
modify  substantially  the  structure  of  the  Alaska  Housing  Finance 
Corporation.  The  result  in  1982  is  that  the  total  assets  of  the  Alaska 
Housing  Finance  Corporation  and  the  Alaska  Industrial  Development 
Authority  are  rapidly  approaching  the  same  as  those  of  the  Permanent  Fund 
($2.5  billion  for  AHFC  and  $.75  billion  for  the  Alaska  Industrial 
Development  Authority) ,  all  of  which  is  imported  capital  from  the 
"lower  48." 

The  fundamental  point  is  that  while  it  is  important  to  increase  the 
capability  of  the  single  largest  in-state  institutional  investor  (the  Montana 
Investment  Board)  to  invest  in  Montana,  one  should  simultaneously  consider 
creating  mechanisms  to  import  capital  from  other  states  and  major  financial 
centers  into  Montana  to  help  deal  with  Montana ' s  rapidly  growing  capital 
needs. 

Again,  this  capital  importation  should  be  developed  in  collaboration 
with  and  implemented  through  the  existing  local  financial  community.  That  is, 
the  banks  will  retain  the  deposit  relationship,  originate  the  loan,  receive 
a  fee  for  origination,  hold  25  percent  of  the  loan,  and  sell  75  percent  of  the 
longer  maturities  to  the  outside  public  secondary  capital  market  through  the 
state  development  finance  authority. 

As  we  noted  previously,  public  trust  funds,  as  tax-exempt 
institutions,  nave  no  interest  in  owning  any  tax-exempt  securities.  Tax-exempt 
institutional  investors  such  as  trust  and  pension  funds  hold  only  taxable 
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bonds  or  loans,  while  taxable  investors  prefer  buying  tax-exempt  loans  or 
bonds.  Therefore,  the  1982  refinements  in  the  federal  legislation  governing 
tax-exempt  industrial  development  bonds  do  not  benefit  the  Montana  Investment 
Board  at  all.  They  would,  however,  benefit  outside  taxable  investors  who 
now  buy  the  tax-exempt  IDBs  of  such  proven  state  development  finance  institutions 
as  the  Alaska  Industrial  Development  Authority,  the  Colorado  Finance  Agency, 
the  Connecticut  Development  Authority,  the  Maine  Guaranty  Authority,  and 
the  Massachusetts  Industrial  Finance  Agency. 

One  of  the  most  exciting  innovations  to  emerge  from  the  tax-exempt 
industrial  development  bond  field  is  the  composite  issue  or  "umbrella"  bond 
(URB) .  An  umbrella  revenue  bond  is  a  single  note,  issued  much  like  any 
other  industrial  development  bond.  The  difference  between  a  URB  and  IDB  is 
that  while  an  IDB  will  be  issued  with  the  total  proceeds  going  to  a  single 
firm,  subunits  of  the  proceeds  of  a  single-issue  URB  are  lent  to  a  variety 
of  firms  that  stand  behind  the  bond.  In  effect,  the  URB  issue  is  a  diversified 
loan  portfolio. 

The  pooling  of  smaller  loans  into  a  single  URB  presents  specific 
benefits  to  both  borrowers  and  investors. 

•  Smaller  firms  are  given  access  to  capital  from  the  bond 
market.  The  $1  million  plus  size  of  a  typical  IRB  issue  is 
both  too  large  for  a  small  firm  to  carry  and  larger  than  many 
small  firms  need. 

•  The  actual  cost  to  the  firm  of  raising  capital  is  reduced. 

The  cost  of  issuing  a  bond  is  fairly  constant,  regardless 

of  the  size  of  the  bond.  Consequently,  the  disproportionately 
high  cost  of  issuing  bonds  of  less  than  $1  million  prohibit 
their  issuance.  With  a  URB,  instead  of  issuing  many  small 
bonds  with  high  proportionate  issuance  costs,  a  single  larger 
bond  is  issued  decreasing  issuance  costs  to  a  level  that 
is  bearable  by  the  smaller  firm. 
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•  URBs  decrease  the  cost  to  the  investor  of  collecting  informa¬ 
tion  on  the  individual  firms.  By  pooling  many  small  loans 
into  a  single  bond  issue  that  is  large  enough  to  qualify  for 
a  rating,  the  investor  receives  a  standard  evaluation  of  the 
quality  of  the  bond.  Without  a  URB,  the  investor  would  have 
to  research  the  financial  position  of  each  individual  firm 
with  high  cost  in  terms  of  both  time  and  money — and  would 
typically  opt  to  not  even  consider  making  the  investment. 

URBs  are  a  very  effective  means  for  making  long-term  funds  available 
to  small  business.  Many  studies  have  documented  both  the  important  role 
small  businesses  play  in  the  national  and  state  economies  and  the  relatively 
difficult  time  they  have  acquiring  capital.  Thus,  by  directing  capital  to 
small  businesses,  URBs  fill  a  financial  need  of  this  important  sector  and 
help  insure  its  viability. 

URB  programs  have  by  and  large  been  designed  with  stricter  requirements 
and  tighter  controls  than  most  IDB  programs  have  had.  The  fact  that  a  URB 
is  made  up  of  many  smaller  loans  necessitates  the  presence  of  a  statewide 
development  finance  agency  that  has  access  to  a  large  volume  of  loans  from 
which  pools  can  be  established.  The  state  agency  also  must  have  the  technical 
capability  to  design  and  administer  the  program.  In  contrast,  most  IDB  programs 
are  administered  at  the  local  level.  The  presence  of  this  statewide,  professional 
URB  agency  ensures  that  qualification  guidelines  and  targeting  of  URBs  can  be 
more  strictly  and  efficiently  enforced.  As  a  result,  URBs  have  tended  to  go 
almost  exclusively  to  primary  industries  such  as  manufacturing,  mining, 
agriculture  and  other  "essential  uses"  with  a  pressing  need  for  tax-exempt 
financing.  These  are  firms  that  contribute  directly  to  the  economic  development 
of  a  locality  or  region. 

Many  of  the  established  statewide  development  finance  agencies — 
including  Alaska,  Connecticut,  Maine,  Maryland,  Massachusetts,  Michigan, 

Nevada,  New  Jersey,  New  York  and  Ohio — have  a  targeted  small  business 
umbrella  revenue  bond  program. 
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Thus,  Montana  might  establish  a  state  development  finance  authority 
which  has  both  tax-exempt  and  taxable  capability  to  create  secondary  markets 
out-of-state  in  order  to  provide  capital  to  Montana  small  enterprise  through 
Montana  banks  on  a  long-term  basis  and  at  a  cost  at  least  equal  to  that  which 
is  available  to  Fortune  500  companies  without  subsidy  by  the  state. 

To  give  a  specific  current  example,  the  Massachusetts  Industrial 
Finance  Agency  is  currently  preparing  a  $25  million  bond  issue  for  land,  plant, 
and  equipment  loans  to  small  commercial  and  industrial  borrowers  for  up  to  ten 
years  at  fixed  rates  of  about  2%  below  prime.  These  terms  compare  favorably 
to  short  term  floating  rates  of  2  to  3  percent  above  prime  currently  available 
to  these  small  borrowers  through  commercial  lenders.  Thus,  with  prime  at  13% 
small  businesses  borrowing  at  15%  and  these  bonds  being  floated  at  11%, 
small  borrowers  are  receiving  a  full  25.3%  reduction  at  a  long  term  fixed 
rate.  This  is  possible  because  of  a  combination  of  tax  exemptions  and  establishing 
an  AA  investment  grade  rating  for  the  bonds.  The  loans  will,  of  course,  be 
originated  and  serviced  by  Massachusetts  banking  institutions. 

Finally,  one  might  ask  whether  or  not  the  creation  of  such  a  Montana 
development  finance  authority  might  overwhelm  or  replace  local  tax-exempt 
industrial  revenue  bonds  issued  by  cities  and  counties.  Based  on  proven 
experience  in  such  places  as  Massachusetts,  the  answer  is  clearly  "no." 

The  Massachusetts  Industrial  Finance  Agency  has  grown  from  $80  million  to 
$2  billion  in  the  last  four  years,  in  which  over  90%  of  the  loans  have  been 
originated  through  local  development  organizations.  The  local  issuers 
came  to  MIFA  seeking  the  professional  guidance  and  better  bond  and 
investment  counsel  to  structure  a  better  deal  at  a  lower  rate  for  the 
benefit  of  the  borrower  and  the  community.  The  local  issuers  and  the 
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local  banker  work  with  the  state  development  authority  to  put  together 
a  better  deal  for  the  local  borrower  and  the  local  community. 

3 .  '  Borrowing  from  National  Experience  in  Recreating 
a  Vital  Montana  Development  Credit  Corporation 

Although  a  number  of  development  credit  corporations  have  not  been 
successful,  it  is  quite  possible  to  create  a  viable,  workable,  aggressive 
risk  capital  development  credit  corporation  that  is  privately  owned, 
privately  financed,  privately  managed,  chartered  by  the  state  for  public 
purposes,  and  achieves  those  purposes  in  collaboration  with  other  public 
institutions  such  as  a  statewide  Montana  development  finance  authority 
and  the  Montana  Investment  Board. 

Development  Credit  Corporations  (DCCs)  (also  called  Business 
Development  Corporations  (BDCs) )  are  state  chartered,  privately 
capitalized  and  managed  lending  institutions,  which  usually  operate  on 
a  statewide  basis.  The  first  DCC  was  established  in  Maine  in  1949; 
currently  27  states  have  operating  DCCs. 

Generally,  DCCs  lend  with  an  eye  toward  job  development  and 
economic  expansion  in  a  state  or  sub-state  region.  They  can  provide 
equity  and  debt  for  as  short  as  a  month  or  for  as  long  as  twenty  years 
but  most  of  their  lending  is  intermediate  in  term.  DCCs  make  funds 
available  to  firms  refused  credit  by  conventional  lenders.  Lenders  will 
refer  marginal  borrowers  to  their  DCC,  frequently  providing  a  senior, 
shorter-term  portion  of  the  firm's  financing  needs,  with  the  DCC  provid¬ 
ing  longer-term,  junior  financing. 

DCCs  are  initially  capitalized  with  an  equity  investment  of 
$.5  to  2  million,  usually  raised  through  a  private  placement  offering 
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made  to  financial  institutions,  corporations,  quasi-public  development 
organizations  and  individual  investors  in  the  state.  The  DCC  then 
solicits  members  from  deposit  institutions  in  the  state— typically  banks 
snd  thrifts,  but  also  including  life  insurance  companies.  These 
members  extend  lines  of  credit  for  a  specified  period  of  time  which  the 
DCC  calls  upon  for  its  lendable  funds.  The  DCC  uses  these  lines  of 
credit  to  leverage  its  equity  base  usually  up  to  a  maximum  limit  of 
10:1. 

The  DCC  model  seemed  to  be  the  ideal  institution  to  fill  that 
risk  financing  role  that  is  so  desperately  needed  by  small  business. 

Three  characteristics  operate  in  their  favor.  First,  DCCs  operate  outside 
federal  and  state  depository  regulations.  Consequently,  they  are  able  to 
assume  riskier  financing  positions  without  fear  of  being  questioned  by 
bank  auditors  for  taking  unacceptable  levels  of  loan  portfolio  risk. 

The  best  DCCs  take  on  subordinated  financing  positions  and  accept  forms 
of  collateral  that  are  less  negotiable  than  that  demanded  by  banks  and 
insurance  companies. 

Second,  DCCs  give  member  institutions  the  ability  to  diversify 
the  risks  otherwise  associated  with  small  business  lending.  By  pooling 
funds  within  the  DCC,  each  member  receives  a  small  part  of  many  higher 
risk  loans.  Thus,  the  risk  of  an  individual  loan  default  to  each  lender 
is  minimized.  The  resulting  risk  exposure  is  far  below  that  which  would 
be  faced  by  an  individual  lender  who  makes  similar  loans  independently. 

Third,  DCCs  present  an  opportunity  to  concentrate,  in  one 
institution,  expertise  in  higher  risk  lending  to  growing  firms.  Thus, 
higher  risk  lending  will  be  a  specialization,  not  an  afterthought. 

Further,  economies  of  scale  should  result  in  reducing  the  information 
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and  transaction  costs  associated  with  this  type  of  lending. 

While  there  are  several  operating  DCCs  that  live  upto  the 
promise  of  the  prototype  model,  the  overall  record  of  DCCs  is  disheartening. 
Most  have  tended  to  be  conservative  institutions  that  pursued  little  or 
none  of  the  risk  lending  for  which  they  were  established.  Collectively, 

DCCs  have  a  large,  unused  borrowing  capacity;  they  could  lend  almost 
double  their  existing  portfolios  based  on  available  lines  of  credit 
(Litvak  and  Daniels,  1979) . 

There  are  several  explanations  for  the  lack  of  DCC  success. 

First,  their  high  debt-to-equity  ratios  frequently  discourage  them  from 
assuming  high-risk  positions.  A  DCC  depends  heavily  on  borrowed  funds 
and  must  have  a  dependable,  steady  cash  flow  to  pay  off  its  own  debts. 

In  practice,  the  need  to  meet  high  debt  service  levels  suffocated  any 
incentive  for  a  DCC  to  make  high-risk  loans.  The  high  debt-to-equity 
ratio  also  negates  any  possibility  for  making  equity  investments. 

Second,  DCC  staff  tends  to  come  from  the  member  institutions. 

Thus,  despite  the  fact  that  BDCs  operate  outside  traditional  banking 
regulations,  their  staffs  tend  to  bring  along  a  traditional  orientation 
to  banking  practices  that  limit  their  ability  to  be  risk-seekers.  The 
absence  of  regulations  is  inconsequential  when  lenders  voluntarily 
behave  as  though  they  are  being  regulated. 

Third,  the  activities  of  DCCs  are  often  thinly  spread 
geographically,  resulting  in  higher  information  and  transaction  costs. 

With  wide  geographic  dispersion,  members  tend  to  lose  interest  in 

the  activities  of  the  DCC.  Further,  members  do  not  see  direct  benefits 
from  the  increased  market  activity  that  their  loans  generate  in  physically 
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distant  places.  Lackadaisical  attitudes  toward  the  DCCs  activity 
results  in  lack  of  commitment  to  its  risk-seeking  goals. 

Finally ,  and  perhaps  most  importantly,  DCCs  are  misunderstood 
institutions.  Many  lenders  think  of  a  DCC  as  a  socially  and  politically 
motivated  program  that  sinks  good  money  into  bad  deals,  rather  than 
as  a  sound  lending  institution  operating  in  a  higher-risk  class.  Others 
believe  that  a  DCC  competes  with  bank  operations  rather  than  complements 
them. 

In  general,  the  leaders  of  most  financial  institutions  appreciate 
the  goals  of  a  DCC  but  do  not  see  how  the  institution  can  be  more  capable 
of  achieving  those  goals  than  existing  institutions.  In  sharp  contrast, 
bankers  in  states  who  have  dealt  with  successful  DCCs  have  found  that  DCCs 
complement  their  operations.  By  providing  sound  but  higher-risk  financing 
to  businesses,  the  DCC  assures  the  viability  of  many  businesses  that 
would  have  found  no  available  sources  of  financing.  Four  benefits 
offered  by  a  DCC  support  this  point: 

•  First,  they  offer  intermediate-  to  long-term  lending  and  will 
often  sell  the  shorter-term  portion  of  the  loan  to  the  member 
banks,  giving  them  paper  that  matches  their  deposits. 

•  Second,  DCCs  will  often  take  a  subordinated  position  on 
loans  they  offer,  giving  further  security  to  the  member 
bank's  loans. 

•  Third,  the  operating  business  maintains  its  deposit  relation¬ 
ship  with  the  member  bank. 

®  Fourth,  the  operating  business  maintains  its  short-term 
working  capital  lending  relationship  with  the  member  bank. 

DCCs  can  be  successful.  Models  of  sound  DCCs  can  be  found  in 
Kansas,  Massachusetts  and  Wyoming.  If  Montana  is  to  revitalize  its 
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tells  us  three  characteristics  that  the  rejuvenated  Montana  DCC  must 
haven 

f 

m  First,  the  Board  of  Directors  and  executive  committee  of  the 
DCC  must  include  representatives  of  the  local  financial  and 
business  communities  along  with  representatives  from  local 
development  corporations.  This  mix  of  constituencies  is 
critical  to  maintain  the  interest  and  commitment  of  these 
communities  in  the  DCC. 

•  Second,  DCCs  require  extremely  able  management.  To  hire  a 
retired  banker  is  not  the  way  to  create  a  successful  develop¬ 
ment  credit  corporation.  The  person  managing  this  corporation 
must  be  a  fully  committed  aggressive  individual  who  is  capable 
of  working  closely  with  the  banks  and  assisting  them  to  do 
loans  they  could  otherwise  not  do. 

•  Third,  the  name  of  the  game  is  "joint  venture" — not  only 
between  the  DCC  and  member  banks,  but  also  with  other  members 
of  the  finance  system.  Longer-term  mortgages  for  the  firm 
could  be  sold  off  in  packages  to  either  the  trust  funds  or 

a  state  development  authority,  and  private  venture  capitalists 
might  take  some  of  the  front  end  of  the  high  risk. 

4 .  Options  for  Increasing  the  Attraction  of 

Private  Venture  Capital  into  Montana 

We  have  already  extensively  described  one  option  for  increasing  the 
flow  of  venture  capital  to  Montana  businesses  by  investing  a  very  small 
percentage  ( 1 %— 2 % )  of  funds  from  the  coal  tax  trust  in  professional  venture 
capital  limited  partnerships.  The  experience  of  state  pension  funds  such 
as  those  in  Ohio  and  Washington  state  shows  that  public  institutional 
funds  can  increase  their  return  and  their  in-state  investment  while 
maintaining  prudent  standards. 

Another  possibility  is  to  use  a  portion  of  the  income  from  the 
Montana  Permanent  Coal  Tax  Trust  to  cover  state  tax  credits  to  in-state 
individuals,  banks,  local  development  corporations  and  other  institu¬ 
tions  who  are  willing  to  invest  in  new  in-state  Small  Business  Investment 
Corporations  (SBICs)  and  other  in-state  venture  capital  vehicles. 
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This  is  exactly  what  Maine  did  with  its  Maine  Capital  Corporation 
(MCC) .  MCC  is  a  publicly  chartered  venture  capital  company  authorized 
to  operate  as  a  small  business  investment  company  (SBIC)  in  Maine.  it 
is  capitalized  at  $1  million  by  stock  purchases  by  individual  private 
investors  and  managed  by  a  private  development  foundation.  To  encourage 
investment  in  MCC,  the  State  of  Maine  provided  a  50  percent  investment 
tax  credit  against  state  income  taxes  for  purchases  of  MCC  stock. 

Although  MCC  was  chartered  in  1979,  it  did  not  begin  to  invest  its  funds 
until  1981. 

In  its  chartering  legislation,  the  legislature  placed  broad 
limitations  on  MCC's  ability  to  invest  its  funds.  The  Corporation  can 
make  investments  only  in  firms  located  in  Maine  and  cannot  invest  more 
than  $200,000  in  any  one  firm.  The  Corporation's  charter  does  not  specify 
particular  categories  of  eligible  firms  nor  does  it  include  a  specific 
mandate  requiring  the  creation  of  jobs.  MCC  investments  are  limited  to 
common  and  preferred  stock  or  debt  convertible  to  stock  or  rights  to 
purchase  stock. 

Models  similar  to  the  Maine  Capital  Corporation  also  exist  in 
Louisiana  and  Indiana. 

V.  SUMMARY  AND  CONCLUSION 

We  will  now  return  to  an  idea  introduced  in  Section  III, 

"Basic  Guidelines  for  Increasing  Investment  in  the  Montana  Economy"  by 
examining  how  these  four  strategies  form  a  spectrum  which  can  provide 
four  critical  types  of  capital  to  the  Montana  economy. 

From  the  standpoint  of  the  suppliers  of  capital — financial 
institutions,  large  corporations  and  individuals — the  four  strategies 
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offer  the  following  opportunities  for  increased  investment  in  the 
Montana  economy. 

®  "Increasing  the  Rate  of  Return  and  Increasing  In-State 
i  Investment  Through  Public  Institutional  Fund  Investments" 

proposes  that  the  Montana  Permanent  Coal  Tax  Trust  provide 
investment  capital  to  businesses  in  Montana.  The  Coal  Tax 
Trust  could  do  this  by  acting  as  a  secondary  market  for  in¬ 
state  commercial  and  industrial  mortgages  made  by  Montana  banks 
The  Coal  Tax  Trust  could  also  invest  in  long-term  certificates 
of  deposit  from  Montana  banks  to  enable  them  to  increase  their 
lending  to  Montana  businesses. 

•  "Importing  Capital  through  the  Creation  of  an  Independent 
State  Development  Finance  Authority"  proposes  that  the  state 
consider  establishing  a  statewide  development  finance  authority 
in  Montana  to  provide  development  finance  capital.  A  state¬ 
wide  development  authority  could  organize  the  issuance  of 
Montana  industrial  revenue  bonds,  umbrella  revenue  bonds 

and  taxable  commercial  and  industrial  bonds,  allowing  them  to 
be  sold  in  national  markets  and  therefore  importing  capital 
into  the  state. 

•  "Borrowing  from  National  Experience  in  Recreating  a  Vital 
Montana  Development  Credit  Corporation"  proposes  that  the 
state  encourage  the  revitalization  of  the  Montana  DCC  to 
provide  risk  capital  to  the  Montana  economy.  The  DCC  would 
work  with  local  banks  to  make  more  investments  in  Montana 
business  possible.  The  DCC  could  provide  the  longer-term, 
higher-risk  portion  of  a  financial  deal  allowing  local  banks 
to  make  the  shorter-term,  lower-risk  portion. 

•  Finally,  "Options  for  Increasing  the  Attraction  of  Private 
Venture  Capital  into  Montana"  proposes  two  methods  for 
increasing  the  flow  of  venture  capital  into  Montana:  1)  by 
allowing  the  coal  tax  trust  to  invest  a  very  small  portion 
of  its  portfolio  ( 1 %— 2 % )  in  venture  capital  limited  partner¬ 
ships,  and  2)  by  encouraging  private  individuals  to  invest 

in  venture  capital  by  offering  a  tax  incentive  for  investment 
in  a  publicly  sponsored  but  privately  capitalized  and  managed 
SBIC . 

From  the  standpoint  of  the  Montana  business,  these  four 
strategies  could  provide  a  full  range  of  capital  resources — all  through 
close  coordination  with  the  existing  Montana  financial  community. 
Specifically,  these  four  strategies  could  provide  Montana  businesses 


better  access  to: 
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•  long-term  fixed  asset  financing  at  rates  comparable  to  those 
available  to  major  corporations  by  opening  up  national  secondary 
markets  for  commercial  and  industrial  mortgages  and  by  using 
the  Permanent  Coal  Tax  Trust  as  a  secondary  market  for  these 
same  mortgages 

•  long-term,  low-cost  fixed  asset  financing  by  coordinating  the 
issuance  of  tax-exempt  industrial  revenue  bonds  and  umbrella 
revenue  bonds  and  placing  Montana  IRBs  and  URBs  in  national 
secondary  markets 

•  working  capital  and  intermediate-term  bank  financing  by 
providing  Montana  banks  with  a  new  source  of  capital :  long¬ 
term  certificates  of  deposit  through  the  Permanent  Coal  Tax 
Trust 

•  intermediate-term  subordinated  and/or  unsecured  financing 
from  a  revitalized  Montana  development  credit  corporation 

•  high-risk  equity  for  start-up  and  growth  and  subordinated, 

unsecured  and/or  convertible  debt  by  investing  a  very  small 
( 1 %— 2 % )  portion  of  the  Permanent  Coal  Tax  Trust  in  venture 
capital  limited  parnterships  and  by  encouraging  individual 
investment  in  a  Montana  SBIC. 

Diagram  1  summarizes  the  opportunities  for  increasing  investment 
in  the  Montana  economy  from  both  the  supply  and  the  demand  side. 


Options  and  Opportunities  for  Increasing  Investment  in  the  Montana  Economy 
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FOOTNOTES 

.  -  Authorized  and  operating 

*  -  Model  program 

Authority  has  broader  financial  powers  in  addition  to  authority  to  issue  IRB's. 

They  have  sometimes  been  called  Development  Finance  Corporations. 

a.  Authorized  but  inactive 

b.  Nominal  activity  or  inactive 

c.  Economic  development  departments  issues  IRB's 

d.  Nine  states  also  have  authority  to  use  general  obligation  bonds  for  private 
economic  development  programs.  (Alaska,  Connecticut,  Delaware,  Hawaii,  New 
Jersey,  New  York,  North  Dakota,  Oregon,  Tennessee). 

e.  In  addition  to  business  development  corporations ,  new  private  corporations  have 
been  created  in  Maine  and  Massachusetts.  The  MCC  was  capitalized  at  $1  million 
through  private  investments  encouraged  by  a  10%  tax  credit.  The  MCRC  was 
capitalized  at  $100  million  through  tax  credits  to  the  insurance  industry.  MCRR 
investments  of  $71  million  in  63  companies  have  resulted  in  the  creation  or 
maintenance  of  6,000  jobs. 

f.  No  state  authority  to  issue  IRB's,  but  non-profit  corporations  can  Issue 
IRB's  under  $1  mill  ion. 

g.  Business  Development  Corporation  has  created  a  venture  capital  subsidiary. 

h.  The  Colorado  Housing  Finance  Authority  has  been  authorized  to  function  as  a 
development  authority. 

i.  Two  authorities  exist  in  Massachusetts 

j.  California  has  regional  small  business  development  co-operations. 

k.  There  are  three  regional  development  companies  in  Pennsylvania. 

l.  There  is  one  regional  development  corporations  in  Eastern  Washington. 

m.  Many  local  government  pension  systems  have  local  investments  programs.  They  * 

include  Chicago,  Philadelphia,  San  Bernadine  County,  Milwaukee,  New  York, 

Minneapol i s ,  St.  Paul . 

n.  There  is  no  single  authoritative  listing  of  state  bond  and  loan  insurance  and 
guarantee  programs.  This  is  a  composite  list  from  the  Book  of  the  States,  Site 
Selection  Handbook,  and  the  New  York. 

0.  Mortgage  Programs  Include:  1)  federally  guaranteed,  2)  pooled  mortgages  (mortgage 
pays  through  certificate),  3)  loans  to  members. 

p.  Michigan  just  adopted  a  law  allowing  pension  funds  to  invest  from  2  to  5  percent 
in  venture  capital  firms  that  invest  in  Michigan. 

q.  Minneapolis  retirement  fund  invested  $500,000  in  the  $2.5  million  Minnesota 
Capital  Fund.  The  fund  will  provide  only  equity  capital-no  loans. 

r.  Ohio  State  Teacher's  Retirement  System  invests  a  small  portion  of  its  assets  in 
six  private  venture  capital  funds  throughout  the  country.  1980  returns  were 
reported  at  over  20% 

s.  Washington's  program  is  similar  to  Ohio. 

t.  Nearly  half  of  the$2.8  million  Retirement  System  of  Alabama  is  invested  in  companies 
with  operations  in  the  state. 

u.  The  Kentucky  public  employee  pension  fund  has  invested  $75  million  in  the  Kansas 
Equity  Fund,  which  lends  to  companies  with  headquarters  or  installations  in 
Kansas . 

v.  The  Wyoming  Retirement  System  funds  direct  placement  bonds  to  businesses  for 
Wyoming  projects. 
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DEFINITIONS  OF  MATRIX  HEADINGS 
AND  SOURCE  OF  DATA 


DEFINITIONS 

1.  Privately  sponsored  Business  Development  Corporations  (2,3,4) 

State-chartered,  privately-owned  corporation  providing  term  loans  for 
fixed  assets  and  working  capital  to  medium-sized  businesses  through 
borrowing  from  member  institutions. 


2.  State  sponsored  Industrial  Development  Authority  (1  and  2) 

State  public  agency  that  issues  IRBs  on  behalf  of  businesses  to  fund 
fixed  asset  needs.  For  the  purposes  of  the  matrices,  those  state  agencies 
that  resemble  IDAs  and  have  additional  powers  have  been  designated  as 
Development  Finance  Corporations. 


3.  State  Industrial  Revenue  Bond  Program  (1,2,3) 

State  authorized  to  issue  Industrial  Revenue  Bonds  for  the  purpose  of 
financing  fixed  assets  of  private  business.  IRBs  do  not  involve  the  full 
faith  and  credit  of  the  issuer  and  are  repaid  from  a  specific  revenue  stream. 


4.  Umbrella  IRB  Programs  (1,2, 3, 4, 5) 

Involves  state  programs  that  pool  smaller  industrial  revenue  bond  issues  into 
a  larger  consolidated  issue  which  can  reduce  information  and  transaction  costs 
and  in  some  cases,  obtain  more  favorable  interest  rates  that  can  be  passed  on 
to  borrowers. 


5a)  IRB  insurance  or  guarantee  program  (1,5) 

State  authorized  to  operate  programs  to  insure  or  guarantee  revenue  bonds. 
Insurance  paid  as  a  cost  of  the  loan  by  borrower  in  most  states.  New  programs 
of  private  insurance  have  been  developed.  In  a  few  states,  the  "full  faith 
and  credit"  of  the  State  is  pledged  as  the  ultimate  security  for  repayment 
of  the  bonds.  They  are  sometimes  called  Industrial  Development  Bonds. 


5b)  Loan  and  Mortgage  Insurance  or  Guarantee  Program  (1,3,4) 

State  authorized  to  operate  programs  to  insure  or  guarantee  loans  made  by 
private  financial  institutions.  The  program  typically  guarantees  50-90% 
of  loans  or  mortgages.  The  types  of  insurance  and  guarantee  programs  vary 
greatly  from  state  to  state. 


I 
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6.  State  Direct  Loan  Programs 

State  is  authorized  to  make  direct  loans  from  a  revolving  fund  for  land 
fixed  assets,  or  equipment  and  machinery.  The  size  of  the  revolvinq  fund 
the  original  source  of  capital,  eligible  projects  and  terns  vary  gristly 
dllo  state-to-state.  This  list  is  a  composite  of  many  different  types  of 

In^v  thlalrhPr09HamS^  <  -T6  N°te:  ™S  list  is  Provided  for  information 
only,  the  Schwinden  Administration  proposals  do  not  include  direct  loan 
programs) 


* 


7a)  Local  Industrial  Development  Authorities  IRB  Programs  (6) 

Independent  public  agency  created  by  cities  or  counties  that  is  authorized 
to  issue  Industrial  Revenue  Bonds  (IRB)  for  the  purpose  of  financing  fixed 
assets  of  businesses. 


7b)  City-County  IRB  Programs  (2,6) 

Cities  and  county  governments  authorized  industrial  revenue  bonds  (IRB)  for 
the  purpose  of  financing  fixed  assets  of  private  business.  IRBs  do  not  involve 

the  full  faith  and  credit"  of  the  issuer  and  are  repaid  from  specific  proiect 
revenues. 


7c)  Per  Capita  IRB's  Issues  (1980)  (6) 

This  lists  the  total  dollar  value  of  all  IRB  bonds  issued  in  the  state.  It 
shows  the  extent  of  utilization  of  this  method  of  financing. 


8.  Study  Recommendations  (1,5,7) 

State  executive  or  legislative  branch  has  or  is  conducting  a  study  to  develop 
recommendations  for  instate  investment  of  pension  and  other  trust  funds. 


9.  Housing  Mortgage  (1,5,7) 

Trust  fund  is  authorized  to  make  one  or  all  of  the  following  types  of  mortgage 
investments  (May  be  incomplete  list) 


10.  SBA  Guaranteed  (1,5,7) 


Trust  fund  actively  invests  in  guaranteed  portion  of  SBA  loans  (May  be  incomplete  t 
1  ist) 
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11.  Long-term  CD  (5) 

Trust  fund  actively  invests  in  long-term  certificates  of  deposit  (5-7  years). 
The  long-term  CD  is  used  as  financing  for  long-term  business  loans  by  banks. 


12.  Venture  Capital  (5,7) 

Trust  fund  invests  a  small  percent  in  true  venture  capital  companies. 


13.  Other 

Other  options  for  instate  investment  are  identified  here.  They  include 
special  placement  for  bonds  and  investment  in  Development  Companies. 


14.  Commercial/Industrial  Bank  Loans  %  of  Assets  (8) 

This  figure  represents  total  state  commercial  bank  loans  as  a  percent  of 
total  assets.  While  this  does  not  tell  what  types  of  businesses  are  getting 
loans  or  even  if  the  funds  are  being  lent  within  the  state-they  usually  reflect 
the  degree  to  which  banks  are  using  their  assets  for  aggressive  lending  to  meet 
the  working  capital  needs  of  business. 


15.  Comm./Ind.  loans  per  Capita  (8) 

This  figure  represents  the  total  commercial  and  industrial  bank  loans  on  a 
per  capital  basis. 


16.  SBA  Loans  Per  Capita  (9) 

This  figure  represents  the  total  per  capita  SBA  loans  in  FY  1981.  Disaster 
loans  are  excluded. 


17.  Small  Business  Investment  Companies  (1) 

Privately-owned,  SBA  licensed  and  regulated  companies  that  supply  venture 

capital  and  long-term  financing  to  small  firms.  SBICs  leverage  their  private 
capital  by  borrowing  from  SBA. 
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SBIC  financing  per  1,000  pop.  (8) 


Represent  small  business  investment  company  (SBIC)  investments 
on  a  per  cap,ta  basis  as  an  indicator  of  the  relative  availabll 

Cap!  Id  I  . 


in  states 
ity  of  venture 


Trust  Funds  for  Venture  Capital  (5,7) 

Indicates  states  that  have  limited  programs  to  invest  a  small 
their  trust  funds  in  true  venture  capital  companies. 


percent  of 
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